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ABSTRACT
COLLEEN RUTH HAADSMA: Hospital Corporation of America
(Under the direction of Dr. Victoria Dickinson)
A successful and dynamic hospital management company, Hospital Corporation of
America owns, manages, or operates hospitals, freestanding surgery centers, diagnostic
and imaging centers, radiation and oncology therapy centers, comprehensive
rehabilitation and physical therapy centers, and other facilities.

In fact, Hospital

Corporation of America is responsible for between four to five percent of all inpatient
care delivered in the United States today. In partial fulfillment of the requirements of the
Sally McDonnell Barksdale Honors College at the University of Mississippi, I have
researched the healthcare industry, analyzed the company’s financial statements, and
provided audit and tax recommendations to the company’s management.

Unless

otherwise cited, any information gathered, presented, and interpreted throughout
Hospital Corporation of America: An Analysis of the Financial Statements of HCA
Holdings, Inc. has been gathered from HCA annual reports and from the company’s 10K filings, reviewed by Ernst and Young, LLP for the Securities and Exchange
Commission.
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I. Background
	
  
BUSINESS HISTORY
From 1901-1910, the growth of the American Medical Association paved the way for what
is now referred to as the beginning of “organized medicine” for the United States of
America. While America failed to insure against the costs of illness, doctors expected to
be compensated for their services to patients.

The 1910s saw arguments for health

insurance; however, these reformers were quelled in 1917 when the United States entered
World War I. The following decade saw increased income for physicians and a demand
for improved rural health facilities. In 1928, General Motors signed a contract with
Metropolitan Life to insure 180,000 employees. The Social Security was passed in 1935,
eliminating health insurance. The Social Security Act was designed to federally establish
old-age benefits, allowing States to make further, specified provisions. Blue Cross then
began to offer private coverage for medical care in a number of states. By the 1940s,
prepaid group health care was created, and companies offered health benefits due to the
demand for American workers during World War II.

The 1960s saw radical change for the health care industry.

The price of hospital care

doubled throughout the prior decade, and jobless and/or elderly Americans were not able
to afford insurance.

The 1960s saw over 700 companies selling health insurance while

there was a national concern for a “doctor shortage.” From 1960 to 1969, there was a 14
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percent increase in the number of doctors who reported themselves as full-time specialists.
This decade also saw President Lyndon B. Johnson sign Medicare and Medicaid programs
into law on July 30, 1965. Three years later, Hospital Corporation of America was founded
by Thomas Frist Sr., MD, Thomas Frist Jr., MD, and Jack Massey.

HCA Healthcare was founded in 1968 as one of the nation’s first hospital companies. After
Dr. Thomas Frist, Sr. built Park View Hospital in Nashville, he saw a need for adequate
hospital management in order to maintain the latest medical technology and obtain capital.
After HCA’s initial public offering in 1969, the company increased in size from 11
hospitals to 26 hospitals and 3,000 beds.

In the following year, HCA acquired General

Care Corporation, Hospital Affiliates International and Health Care Corporation, and
General Health Services.

HCA operated 349 hospitals and over 49,000 beds by the end

of 1981, and revenues were $2.4 billion. Throughout the next decade, mergers and
acquisitions paved the way for HCA to build its comprehensive healthcare network.

Hospital Corporation of America merged with Columbia Healthcare Corporation in 1994.
Columbia Healthcare’s Richard Scott was named chief executive officer, while Dr. Frist
Jr. became chairman. HCA recognizes its peak as 1994, with 285,000 employees and $20
billion in revenue. Columbia/HCA had more than 350 hospitals, 145 outpatient surgery
centers, 550 home care agencies, and several other businesses. Dr. Frist, Jr. sought to
enhance quality of healthcare through simplifying to a “core group” of successful hospitals.
Columbia/HCA sold many businesses in order to accomplish this company strategy.
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However, the company became the subject of a federal healthcare fraud investigation in
1997.

The federal investigation led to 500 agents raiding Columbia/HCA offices in seven states.
The investigation included home health operations and Medicare billing practices. Richard
Scott resigned by the end of July, at the request of the company’s board of directors. Dr.
Frist, however, was prepared to take a completely new approach. Rather than developing
a national brand, Frist chose to focus on community. He sold the home care division of
Columbia/HCA, and made plans to change laboratory billing procedures, increase reviews
of Medicare coding, and discontinue existing contracts with physicians that allowed them
to invest in the company’s hospitals. Frist felt very strongly that physicians should not
have the ability to invest in the company’s hospitals; this was primarily to prevent the
physicians’ referencing the less-profitable patients to competitors. Between July 1998 and
the beginning of the following year, Columbia/ HCA sold 33 of its surgery centers, 40
hospitals, and all home care operations.

The company reached a settlement with the Civil Division of the U.S. Department of
Justice to drop civil claims actions against the company, subject to certain conditions. The
settlement required Columbia/HCA to pay a $745 million fine for the claims related to the
company’s coding, outpatient laboratory billing, and home health issues. In 2000, the
company changed its name to HCA and explained, “We have restructured this company
based on the principles on which the company was originally founded and our name
reflects that change.”
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Through a $33 billion transaction in November of 2006, the largest leveraged buyout in
history at the time, HCA became a private company once again. However, HCA shares
began trading on the New York Stock Exchange nearly five years later. Reuters reports
that HCA sold 126.2 million shares for $30 each. This marked the largest private-equity
backed IPO in U.S. history. A concern for analysts and investors in 2011 was new U.S.
healthcare legislation that would expectedly make the negotiation of reimbursement rates
more difficult and increase the number of insured patients for medical professionals.
HCA’s debt was also of concern at over $26 billion.

With President Obama’s stimulus package and promise of money to healthcare in February
of 2009, The Affordable Health Choices Act was passed by the Senate’s Health, Education,
Labor, and Pensions Committee in July. The modified Patient Protection and Affordable
Care Act was signed into law on March 23, 2010. After the U.S. Court of Appeals in
Washington ruled the law unconstitutional in November of 2011, the Supreme Court ruled
that the individual mandate portion of the law could be upheld within Congress’ power
under the taxing clause. This requires Americans to buy health insurance or pay a penalty,
“the key part of President Obama’s signature health care law.”

The Affordable Care Act requires that every state in the U.S. has an online health insurance
exchange that sells federally regulated, subsidized health insurance to individuals and small
businesses. This has called for companies like HCA to adopt a strategy of developing
networks for healthcare providers. Companies with strong networks can target large
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quantities of patients because they are covered in a greater number of healthcare plans in
the marketplace.

An important part of HCA’s history and a key to the deliverance of healthcare excellence
for HCA is its diversity and inclusion in the workplace.

HCA provides care to every

patient and fosters a diverse culture within its workforce, physicians, patients, partners, and
communities. HCA Holdings has joined the S&P 500 as of January 2015. Hospital
Corporation of America is currently located in Nashville, Tennessee, and is composed of
approximately 165 hospitals and 115 freestanding surgery centers.

COMPANY OPERATIONS
Hospital Corporation of America is headquartered in Nashville, Tennessee. HCA owns,
manages, or operates hospitals, freestanding surgery centers, diagnostic and imaging
centers, radiation and oncology therapy centers, comprehensive rehabilitation and physical
therapy centers, and other facilities. Hospital Corporation of America is responsible for
between four to five percent of all inpatient care delivered in the United States today.
Employing approximately 204,000 people, HCA invests about $1.5 billion annually in
order to expand and remain modern with up-to-date technology.

The 159 general, acute care hospitals owned and operated by HCA provide medical and
surgical services.

These services include inpatient care, intensive care, cardiac care,

diagnostic serves, and emergency services, physical therapy, radiology, respiratory
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therapy, laboratory, outpatient surgery, and cardiology.

The hospitals do not typically

perform extensive medical research or emphasize education programs.

There are,

however, some HCA hospitals that may participate in the clinical rotation of medical
interns and residents.

Other facilities include HCA’s five psychiatric hospitals and

outpatient health care facilities. While the psychiatric hospitals include care for adolescent
alcohol and drug abuse and therapeutic programs, outpatient health care includes
freestanding emergency care, ambulatory surgery centers, and other various facilities.
Patient safety programs, ethics and compliance programs, equipment purchasing and
leasing contracts, internal audit services, legal counsel, and other managerial services are
also provided by HCA affiliates.

HCA’s business strategy entails expanding its presence in existing markets, achieving
industry-leading performance in clinical and satisfaction measures, recruiting and
employing physicians to meet need for high quality health services, continuing to leverage
market positions to enhance profitability, and selectively pursuing a strict plan for
development.

In order to generate revenues, hospitals rely on favorable reimbursement

rates and high occupancy levels, along with a demand for medical services. Favorable
reimbursement rates are important since revenue from uninsured patients was only 7.8
percent of total revenues in 2013.
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VALUE CHAIN DIAGRAM

	
  

	
  
SEGMENT REPORTING
HCA’s one line of business is operating hospitals and other health care facilities; however,
HCA has two main operational groups, organized geographically. The two groups are the
National Group and American Groups. There is also a third group with substantially lower
reported revenues, entitled Corporate and other. Below are the revenues, operating profits,
and assets of each segment for the years ended December 31, 2013, 2012, and 2011:
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For the Years Ended December 31,
2013
2012
2011

Revenues:
National Group
American Group
Corporate and other

$15,968
$16,487
$1,727
$34,182

$15,505
$16,115
$1,393
$33,013

$14,741
$13,714
$1,227
$29,682

-$9
-$24
$4
-$29

-$9
-$28
$1
-$36

-$7
-$251
$0
-$258

$3,301
$3,662
-$389
$6,574

$3,325
$3,575
-$369
$6,531

$3,052
$3,141
-$132
$6,061

$718
$835
$200
$1,753

$694
$816
$169
$1,679

$639
$680
$146
$1,465

$10,206
$13,911
$4,714
$28,831

$9,451
$13,744
$4,880
$28,075

Equity in earnings of affiliates:
National Group
American Group
Corporate and other

Adjusted segment EBITDA:
National Group
American Group
Corporate and other

Depreciation and amortization:
National Group
American Group
Corporate and other

Assets:
National Group
American Group
Corporate and other

BOARD OF DIRECTORS
R. Milton Johnson: As of January of 2014, R. Milton Johnson is chairman and chief
executive officer of Hospital Corporation of America. In the past, Johnson has served as
the head of HCA’s Tax Department, senior vice president and controller, executive vice
president and chief financial officer, and president. He was appointed to the company’s
board of directors in 2009. Prior to his 33-year career in the healthcare industry, Johnson
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practiced as a CPA at Ernst & Young. Johnson is especially known for giving back to the
Nashville community and for his dedication to increasing performance at HCA.

Robert J. Dennis: Robert “Bob” Dennis is president, chief executive officer, and chairman
of Genesco. Prior to assuming his role as president and CEO in 2008, Dennis served as a
director and chief operating officer of Genesco since October 2006.

Knowledge from

senior positions, consulting, and partnerships with Genesco, Asbury Automotive,
McKinsey & Company, and North American Retail Practice has provided Bob Dennis with
unmatched retail experience. Dennis has been a director of HCA Holdings, Inc. since
February 2014. A graduate of the Harvard Business School, Dennis now finds himself
serving Vanderbilt University’s Owen School of Management.

Nancy-Ann DeParle: Nancy-Ann DeParle served as Assistant to the President and Deputy
Chief of Staff for policy in the Obama White House from 2011-2013.

DeParle also

served as Counselor to the President and Director of the White House Office of Health
Reform.

She managed the initial implementation of the Affordable Care Act and is,

undoubtedly, an expert of health policy. DeParle is a partner at Consonance Capital
Partners, a private equity firm focused on investing in innovative lower middle-market
health care companies.

William R. Frist: William R. Frist is the brother of Thomas F. Frist, III, also a director of
HCA Holdings, Inc. William Frist is a principal of Frist Capital LLC and has been since
2003. Frist is also partner in Frisco Partners, another Frist family investment vehicle.
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Thomas F. Frist III: Thomas F. Frist III is the brother of William R. Frist. Thomas Frist
is a principal of Frist Capital, LLC, a Nashville-based investment company. Mr. Frist also
serves as a director of SAIC, Inc. He received his Bachelor of Arts degree from Princeton
and attended Harvard Business School to obtain his MBA.

Ann H. Lamont: Ann “Annie” Lamont leads the healthcare and payment services teams at
Oak Investment Partners. She has been with Oak Investment Partners since 1982. She
serves on a number of boards, including Precision Health Holdings, Independent Living
Systems, and Benefitfocus. Earlier in her venture career, Annie Lamont developed
successful biopharmaceutical investments such as Cephalon, ViroPharma, and Esperion.
She recently served on the Stanford University Board of Trustees; Lamont graduated from
Stanford with a BA in Political Science.

Jay O. Light: Jay O. Light has been the Dean Emeritus of Harvard Business School since
April 2006. Prior to serving as Dean, Light was Senior Associate Dean, Chairman of the
Finance Area, and a professor teaching Investment Management, Capital Markets, and
Entrepreneurial Finance for 30 years.

Light is a director of the Harvard Management

Company, a director of Partners HealthCare and a chairman of its Investment Committee,
and a member of the Investment Committee and several endowments and a director of
several private firms.
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Geoffrey G. Meyers: Geoffrey G. Meyers has served as a director of PharMerica
Corporation since 2009.

Meyers is the retired CFO and Executive Vice President and

Treasurer for Manor Care, Inc. He currently serves as Chairman of the Board of the Trust
Company of Toledo, a northwestern Ohio trust bank. His years of experience with
financial management and administration are also displayed through his time with Mercy
Health Partners, Health Care and Retirement Corporation, and Xunlight Corporation.

Michael W. Michelson: Since October of 2009, Michael “Mike” Michelson has served as
a Member of KKR Management, LLC.

Michelson joined KKR in 1981 and became a

general partner in 1987. Besides HCA, Michelson is also a Director of Biomet, Inc. and
Jazz Pharmaceuticals. Mike is a Harvard University graduate of 1973, and earned his J.D.
from Harvard Law School in 1976. Michelson considers healthcare to be a meaningful
family affair. He views hospitals as a means of improving lives through the use of necessary
expertise.

Wayne J. Riley: Wayne J. Riley has heavy involvement with Vanderbilt University; he
serves as Adjunct Professor of Healthcare Management for Owen Graduate School of
Management, Professor of Internal Medicine for Vanderbilt University School of
Medicine, and Senior Advisor for the Association of Academic Health Centers. Dr. Riley
was the tenth President and Chief Executive Officer of Meharry medical College from
January 2007 to July 2013. Riley is also involved with the medicinal programs of Baylor
College, the prestigious Institute of Medicine, National Academy of Sciences, and Master
of the American College of Physicians. He is in a society composed of the nation’s top
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50 physician executives, the Society of Medical Administrators. He sits on committees for
various firms, including Vertex Pharmaceuticals, and is a member of the Nashville Board
of Directors the Federal Reserve Bank of Atlanta.

Dr. Riley’s wife is also a physician,

contributing to his seemingly innate qualification.

John W. Rowe: Dr. John W. Rowe has many years of quality experience with prestigious
universities and firms. In fact, Rowe was once cited by the Harvard Business Review as
#40 of 2,000 reviewed in their ranking of the most effective CEOs in the world during the
period of 1995-2010. Dr. Rowe currently serves as a Professor in the Department of Health
Policy and Management at the Columbia University Mailman School of Public Health.
From 1998-2000, Dr. Rowe served as President and CEO of Mount Sinai NYU Health, one
of the nation’s largest academic health care organizations. He has also served as Chief of
Gerontology at Boston’s Beth Israel Hospital and Director of the MacArthur Foundation
Research Network on Successful Aging. He is co-author of Successful Aging, written with
Robert Kahn, Ph.D. in 1998. Dr. Rowe is Chair of the Advisory Council of Stanford
University’s Center on Longevity, and was a founding Commissioner of the Medicare
Payment Advisory Commission.

HCA’s board represents the supplier, consumer, financial, technical, macroeconomic, and
regulatory elements of business. Robert J. Dennis’s retail experience, especially with
Genesco, provides understanding of the supplier role, while Wayne J. Riley, as a physician,
represents the consumer through his personal knowledge of the medical field. The technical
aspects of business are mastered by R. Milton Johnson, as he has 33 years of experience in
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the healthcare industry. Johnson has also served as an executive for Hospital Corporation
of America. Nancy-Ann DeParle is nothing short of an expert in regards to health policy.
Ms. DeParle understands the political and macroeconomic effects of healthcare. Geoffrey
G. Meyers also has a strong presence as a macroeconomic advisor given his financial
management positions and experience with banking. The diversity of the Board of
Directors creates a well-rounded source of expertise, consequently fostering the growth of
the entire company.
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II. Industry, Geographical, Strategic Analysis
	
  
BUSINESS MISSION/STRATEGY
HCA’s mission statement states, “Above all else, we are committed to the care and
improvement of human life. In recognition of this commitment, we will strive to deliver
high quality, cost- effective healthcare in the communities we serve.” The company
believes that certain values are to be honored in order to achieve goals. HCA recognizes
and affirms the unique and intrinsic worth of each individual, treats all those served
with compassion and kindness, acts with absolute honesty, integrity, and fairness in the
way it conducts its business, and trusts colleagues as valuable members of its healthcare
team. HCA employees also pledge to treat one another with loyalty, respect, and dignity.

HCA is able to create a better working environment in adhering to their mission statement.
Some of these implicit values are upheld through programs such as the HCA Hope Fund.
Through the HCA Hope Fund Organization, employees can obtain financial assistance
under extenuating circumstances. HCA boasts a simplified method of resolving disputes
that includes third party involvement at no cost to the employees. Leaders of HCA practice
an “open door” policy, allowing any employee access to his or her superior(s). A highquality workplace is also achieved through always posting work schedules at least 14 days
in advance and limiting unwanted overtime hours. In order to treat all individuals with
compassion and kindness, HCA stresses the importance of celebrating cultural differences,
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recruiting and retaining a diverse staff, and articulating standards of compliance and ethical
conduct. The Ethics and Compliance Program of HCA, started in 1997, oversees the
development of such efforts.

COMPETITION
Tenet Healthcare Corporation (THC), Community Health Systems, Inc. (CYH), and
Universal Health Services, Inc (UHS). with similar business strategies and services, are all
competitors of HCA. All three of these companies are in the healthcare sector. More
specifically, they can be classified into the general medical and surgical hospitals sector.
Similarly to Hospital Corporation of America, Community Health Systems, Universal
Health Services, and Tenet Healthcare Corporation all own and operate hospitals, surgery
centers, and other healthcare facilities. Of these hospital management companies, Tenet
Healthcare is the oldest, incorporated in 1968 (though HCA was originally founded in
1968).

Tenet also has the greatest number of shareholders, setting a record for the

company at 4,356. However, HCA shares have consistently traded at a higher price than
that of Tenet Healthcare since the beginning of 2015. Macroaxis.com lists Tenet as
having a 47.69 percent chance of bankruptcy, while Hospital Corporation of America’s
probability of bankruptcy is listed at 39.19 percent. This is, in part, because HCA also
generates over $20 billion more in revenue than its competitor. Tenet Healthcare also has
nearly $11 billion of long-term debt.
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In 2008, the “war” between HCA and Tenet Healthcare over patients and their insurance
coverage was specifically brought to light in El Paso, Texas. A CBS News article took a
look at hospitals’ use of discounts and exclusive provider arrangements as “weapons” to
lock in customers.

Tenet made it clear to administrators that they would not look

favorably upon any plans tailored to HCA’s liking. While a county’s health plan coverage
was 80 percent for HCA medical costs for public employees, the medical costs for those
admitted to Tenet’s hospitals were only covered by 60 percent. After Tenet initiated
arbitration, seeking damages in excess of $5 million, a new plan was accepted in which 80
percent of employee expenses were to be paid at both hospital chains. This settlement was
expected to cost the county $800,000 more annually than the previous agreement. 2008’s
El Paso incident is just one example of the methods by which hospital management
companies are capable of competing with one another.

GEOPOLITICAL RISKS
With 165 hospitals total, HCA operates six hospitals in England. The six England-based
HCA hospitals account for 849 of HCA’s 42,896 beds. Investors have a responsibility to
make special note of any geopolitical issues that could interfere with the monitoring of
traditional economic indicators.

However, the location of HCA’s London hospitals has

little/no effect on the corporation’s management. Moreover, HCA’s private hospitals are
recognized by all of the major UK insurance companies. England’s public health service,
the National Health Service, provides the majority of healthcare in England. London, the
location of HCA’s English facilities, generates more than 22 percent of the total UK
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economy. The number of active businesses in London grew by 11.5 percent from 2007 to
2011 while the rest of the UK averaged 1 percent growth. 2,800 consultants, over 64,000
inpatients, and over 434,000 outpatients at these London facilities indicate success and
efficiency.

PORTER’S COMPETITIVE FORCES
Threat of new entrants: There is not a great threat from new entrants due to the large
financial undertaking that is required for a company to enter the healthcare market. The
hospital industry is also very strictly regulated by the government. Medical licenses are a
major barrier for new entrants as well. Companies are required to meet a number of laws
through strictly monitoring adequacy of medical care, equipment, employees, and policies
and procedures. Technological specifications for today’s healthcare facilities also require
a large capital investment.

Threat of substitute products or services: If a patient is in need of the supplies that a HCA
hospital can provide, it is very unlikely that there is an alternate substitute. There is an
extremely low degree of threat for this industry for this very reason.

Bargaining power of customers (buyers): Patients of HCA have little/no bargaining power.
These consumers have no ability to negotiate prices for the services performed.

Third

parties (e.g. insurance companies) are able to change reimbursement rates, thus controlling
the rates that hospitals inevitably have to accept in order to have insured patients.
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Bargaining power of suppliers: Suppliers of pharmaceutical and medical devices are major
providers for HCA.

The suppliers have bargaining powers, but these goods are fairly

readily available. Insurance, indirectly providing the insured patients to the hospitals, have
bargaining power to negotiate with medical facilities. HCA can also view its medical
institutions, comprised of knowledge and experience, as the real origin of the goods and
services.

Intensity of competitive rivalry: Because the business of serving patients has such great
potential for extremely large revenues, the healthcare industry is very competitive. HCA’s
competitors are increasing market share to stay in the industry, but HCA has the largest
market share as a healthcare provider.

Rivalry for HCA is very relevant, especially due

to the fact that many competitors operate in the same areas as Hospital Corporation of
America facilities.

SWOT ANALYSIS
The following table shows an abbreviated analysis of HCA’s strengths, weaknesses,
opportunities, and threats. While opportunities and threats can be viewed in comparison
to the company’s surroundings, strengths and weaknesses are reflective of internal analysis.
This preliminary glance at HCA’s status is heavily dependent upon the Affordable Care
Act, for better or for worse.
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Strengths

Financial resources:
$1.722 billion annual
Net Income

Human resources:
162,000 employees
(i.e. over 60,000 more
employees than Tenet
Healthcare Corp.)

	
  

Weaknesses

Opportunities

Threats

Affordable Care Act
and capacity: New
measures of
productivity lead to
a potential for lower
utilization of
inpatient
rooms

Affordable Care Act:
Increase in number of
patients indicates a
potential for
economic growth
(increased revenues);
health reform may
increase payback rate
of uninsured patients

Affordable Care Act:
Decrease in
efficiency through
implementation of
new programs,
software, and
measures of
productivity

Financial
resources:
$28,376,000,000 of
long-term debt as
of December 31,
2013

xxiv

Location: Placement
or acquisition of
hospitals in urban
areas leads to
potential for
increased consumers

Competition: Success
seen through THC’s
increasing stock
prices

III. Financial Statement Analysis
	
  
ASSET COMPOSITION
The current assets of HCA include cash, cash equivalents, accounts receivable, deferred
income taxes, and inventories. Property, plant, and equipment includes land, buildings,
equipment, and construction in progress.

Also listed as assets on HCA’s financial

statements are investments of insurance subsidiaries, investments in and advances to
affiliates, goodwill and other intangible assets, deferred loan costs, and other assets.
HCA’s assets have increased fairly steadily over the past five years as the relationship
between current and long-term assets has remained consistent. At the end of 2013, HCA
had $8,037 million of current assets (net of $10,334 million for allowance for double
accounts) and $28,831 million of total assets. Community Health Systems, a competitor
of HCA, has similar asset accounts on its balance sheet. However, Community Health
System’s assets are valued at approximately half of that of HCA.

Accounts receivable make up nearly 65 percent of HCA’s total current assets at a value of
$5,208 million. These payments are received from governmental agencies (by Medicare
and Medicaid), managed care health plans, commercial insurance companies, employers,
and patients. The receivables from the government are an integral part of operations, and
HCA views these as having no significant associated risks. Inventories are stated at the
lower of cost or market (first- in, first-out). HCA’s receivables are progressively increasing
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at a rate similar to that of its increasing revenues, indicating efficient collection of
payments. Inventories are shown on the balance sheet at $1,179 million. PPE surpasses
the value of both receivables and inventories at $13,619 million (net of accumulated
depreciation) in 2013. Buildings and improvements and equipment are depreciated over
their useful lives. For buildings and improvements, this ranges between 10 and 40 years.
The useful lives of equipment are generally shorter, from four to 10 years. Fair values of
PPE are based upon internal evaluations, recent sales of similar assets, and market
responses based upon offers from potential buyers.

COMPANY FINANCING
HCA’s Management Discussion and Analysis in its 2013 Annual Report states that the
company has expectations of financing capital expenditures with internally generated and
borrowed funds. Internally generated funds are exemplified through $33 million of
hospitals and other health care entities or real estate in 2013. These figures have remained
favorable in previous years, with $30 million of real estate or health care facility sales in
2012 and $281 million from similar sales in
2011.

Cash flows from operations, amounts available under our senior secured credit facilities,
and anticipated access to public and private debt markets are expected to meet liquidity
needs during the next twelve months. In February of 2012, HCA issued $1.350 billion
aggregate principal amount of 5.875 percent senior secured first lien notes due 2022.
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During October 2012, HCA issued $2.5 billion aggregate principal amount of long-term
notes. During December 2012, HCA issued $1 billion aggregate principal amount 6.25
percent senior unsecured long-term notes. During March of 2013, HCA redeemed $201
million aggregate principal amount of 9.875 percent senior secured second lien notes
due in 2017 at a redemption price of 104.938 percent of the principal. During November
of 2013, the $329 million senior secured European term loan facility matured.

FINANCIAL HEALTH
HCA’s statements of cash flows show negative figures in both the investing activities and
financing activities sections. The investing activities section’s largest outflow is from the
purchase of property and equipment.

The financing activities section shows $1,662

million of negative cash flows from the payment of long-term debt in 2013. HCA has a
desire for massive expansion and technological growth; however, this comes at a cost to
the company’s financial well-being.

Regardless of the profitability of a company, short-term liquidity is the key to service the
firm’s profitability. Cash outflows and inflows are a direct indication of the amount of
money that a company has received from profits. The operating section of the statements
of cash flows serves as HCA’s key source of cash generation. There are certainly times in
which you have to spend money in order to make money; HCA may be doing just that as
we see purchases of property and equipment and payment of their long-term debt.
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Long-term debt has fluctuated through the years, with an overall decrease from $27,633
million in 2010 to $27,590 million in 2013. The stockholder’s deficit has decreased as
well, from $(10,794) million in 2010 to $(6,928) million in 2013.

LIQUIDITY AND SOLVENCY
Solvency refers to a business’s ability to meet its long-term financial commitments.
Liquidity refers to the business’s ability to pay short-term obligations. Both are used to
measure a firm’s financial well-being. The first ratio analyzed is the current ratio. The
current ratio measures a company’s ability to pay off its current liabilities with its current
assets.

Current Ratio = Current Assets / Current Liabilities
• 2013: 1.41
• 2012: 1.26
• 2011: 1.30
• 2010: 1.62
• 2009: 1.52

2011-2012 showed the lowest values, demanding high liquidity of receivables. A relatively
low current ratio is acceptable in a company such as HCA because their receivables have
little risk when collected from governmental agencies. Seeing no extremely high current
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ratios indicates an adequate level of investing. Each of these current ratios is acceptable
with values greater than 1.0 and positive working capital.

The quick ratio measures a company’s ability to pay off its current liabilities with its most
liquid current assets. This ratio excludes inventories from its current assets and is also
known as the “acid test ratio.”

Quick Ratio = (Current Assets - Inventories) / Current Liabilities
• 2013: 1.20
• 2012: 1.08
• 2011: 1.11
• 2010: 1.41
• 2009: 1.34

Generally, companies with a quick ratio greater than 1.0 are able to meet their short-term
liabilities.

From 2010 to 2011, HCA experienced a notable decrease in its quick ratio

value, suggesting that the company was over-leveraged. The debt to equity ratio indicates
the degree of financial leverage being used by companies. This ratio includes both shortterm and long-term debt. A rising ratio implies higher interest expenses; this would make
it more expensive for the company to raise more debt.
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Debt to equity = Total liabilities / Total equity
• 2013: (5.16)
• 2012: (4.51)
• 2011: (4.83)
• 2010: (3.21)
• 2009: (4.02)

The debt to assets ratio also measures leverage. This ratio shows the percentage of a
company’s assets that have been financed with debt (both short and long-term). A higher
ratio indicates higher financial risk.

Debt to assets = Total debt / Total assets
• 2013: 1.24
• 2012: 1.30
• 2011: 1.26
• 2010: 1.45
• 2009: 1.33

EARNINGS PER SHARE
Earnings per share is the portion of a company’s profit that is allocated to each outstanding
share of common stock. Earnings per share serves as an indicator of a company’s
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profitability. Earnings per share increased from 2009-2011, but declined in the following
years.

EPS = (Net income - Dividends on Preferred Stock) / Average Outstanding Shares
• 2013: $3.50
• 2012: $3.65
• 2011: $5.17
• 2010: $2.83
• 2009: $2.48

ALLOWANCE FOR DOUBTFUL ACCOUNTS
Vital to successful operations, the collection of receivables from Medicare, managed care
payers, other third-party payers, and patients is a primary source of cash. The provision
and allowance for doubtful accounts is generally related to receivables due directly from
patients. All uninsured accounts call for an estimated allowance for doubtful accounts. The
provision for doubtful accounts is at management’s discretion. Management considers
historical write-offs, expected net collections, business and economic conditions, trends in
all forms of health care coverage, and other collection indicators. Estimates of contractual
allowances under managed care health plans are based upon the payment terms specified
in the related contractual agreements. Hospitals are reimbursed by Medicare in part for
uncollectible amounts from Medicare beneficiaries.

In recent years, legislation has

decreased the percentage of bad debt that Medicare reimburses (i.e. “Jobs Creation Act”).
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The Jobs Creation Act reduced the percentage from 70 percent to 65 percent. Therefore,
HCA’s allowance for doubtful accounts increased from $4,846 million in 2012 to $5,488
million in 2013.

Management is able to manipulate net income through adjusting allowance for doubtful
accounts. Over 42 percent of firms censured by the SEC between 2000 and 2004 had
manipulated accounts receivable. Manipulating earnings can affect bonuses, influence
analysts, and increase the value of stock options. Earnings manipulation can be detected
through changes in trends, deviation HCA has seen relatively similar proportions between
its allowance and revenues, generally following suit with a gradual increase from 20102013.

PROPERTY, PLANT, AND EQUIPMENT
HCA has added PPE over the past five years, as seen through its balance sheets.

Net of

accumulated depreciation, HCA’s PPE has increased from $11,427 million at 2009 yearend to $13,619 million in 2013.

PPE surpasses the value of both receivables and

inventories at $13,619 million (net of accumulated depreciation) in 2013. Buildings and
improvements and equipment are depreciated over their useful lives. For buildings and
improvements, this ranges between 10 and 40 years. The useful lives of equipment are
generally shorter, from four to 10 years. Fair values of PPE are based upon internal
evaluations, recent sales of similar assets, and market responses based upon offers from
potential buyers. Depending upon how PPE is depreciated, a company can overstate or
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understate net income. HCA’s depreciation expense has been roughly 50 percent of HCA’s
total PPE each year from 2009-2013. The company’s fixed asset turnover ratio has
increased from 2009-2013, from 2.34 annually times to 2.5 times annually. The higher
fixed asset turnover ratio values show that the company has been more effective in using
its investments in fixed assets to generate revenues.

This ratio’s relevance is based upon

the principle that large PPE purchases have the ability to positively affect revenues.

INTER-CORPORATE INVESTMENTS
Inter-corporate investments are undertaken when companies invest in the equity or debt of
other firms. The reasons for investing can range from gaining access to additional markets
and a competitive advantage to increasing a company’s asset base or profitability. In 2013,
HCA’s investments in debt and equity securities of its insurance subsidiaries were $506
million and $4 million, respectively.

The company’s investments in debt and equity

securities are reported at fair value with unrealized holding gains and
adjustments to other comprehensive income.
million was recognized.

losses

as

In 2013, a net unrealized gain of $10

HCA’s investments in debt and equity securities could be

impaired by the inability to access the capital markets. HCA could potentially be forced
to sell these investments at a price less than that of a normal market environment if
significant amounts of cash are needed on short notice.

Goodwill related to acquisitions

increased by $288 million in 2012 and by $265 million in 2013. These increases are
proportional to the decrease in value of the company’s debt and equity investments. The
investments for prior years are graphed on the following page.
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OTHER IMPACTS ON PROFITABILITY
In 2012, HCA’s goodwill declined by $3 million related to the sales of facilities. In 2013,
goodwill declined by $1 million related to facility sales. Though these sales come at a shortterm cost, they are intended to cause long-term profitability.

2012 saw a $3 million

increase in goodwill as an adjustment related to foreign currency translation. A foreign
currency translation adjustment in 2013 caused a $13 million decline in goodwill. The
foreign currency translations have resulted from translating an entity’s financial statements
from one currency to another.

	
  

xxxiv

STOCK REPURCHASES, SPLITS, DISTRIBUTIONS
Hospital Corporation of America common stock is traded on the New York Stock
Exchange. There were no distributions declared by HCA in 2013 or 2011. In 2012, HCA’s
Board of Directors declared three distributions, totaling $6.50 per share, or $3.142 billion
aggregated. In 2010, HCA’s Board of Directors declared three distributions, totaling $9.43
per share, or $4.351 billion aggregated. In February 2011, HCA Board of Directors
approved a 4.505-to-one split of issued and outstanding shares of common stock. During
September of 2011, HCA repurchased 80,771,143 shares of its common stock at $18.61
per share.

In November 2013, HCA repurchased 10,656,436 shares of its common stock

at $46.42 per share. While 2012 and 2010 saw dividends, or a current payoff to HCA
investors, the company’s buybacks of 2011 and 2013 represented future payoffs to
investors and HCA’s confidence in its future performance.
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PENSION PLANS
HCA management boasts the maintenance of defined benefit pension plans.

HCA

employees know the terms of the benefits they will receive upon retirement, and HCA
bears the investment risk.

These benefits are the product of past hospital acquisitions.

HCA’s benefits expenses totaled $39 million in 2011, $49 million in 2012, and $37 million
in 2013. Accrued benefits liabilities were $81 million at year ended December, 31 2013
and $196 million at year ended December 31, 2012. Certain HCA contribution benefit
plans require that the company matches a specified percentage of a participating
employee’s contributions (up to a certain level). These levels are normally 100 percent
for the first three to nine percent of compensation deferred by participating employees.
HCA’s combined salaries and benefits expenses totaled $11.958 billion in 2009, $12.484
billion in 2010, $13.44 billion in 2011, $15.089 billion in 2012, and $15.646 billion in
2013. Below are graphs depicting pension costs included in salaries and benefits and the
annual impact of employee benefit plans on net income.
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OPERATING AND NON-OPERATING FINANCIAL STATEMENT ITEMS
It is important to distinguish between that which is operating and non-operating on a
company’s financial statements.

For example, HCA’s gain on the sale of facilities is not

necessarily indicative of how company operations grew during the year. The table below
has organized operating and non-operating items of the HCA balance sheet and HCA
income statement in order to provide the most accurate calculations.
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Operating Items

Balance
Sheet

Income
Statement

Non-operating Items

•  Cash and cash equivalents
•  Accounts receivable
•  Inventories
•  Deferred income taxes
•  Other current assets
•  PPE (land, buildings,
equipment, construction-inprogress, accumulated
depreciation)
•  Other assets
•  Accounts payable
•  Accrued salaries
•  Other accrued expenses
•  Professional liability risks
•  Income taxes and other
liabilities

•  Investments in and advances to
affiliates
•  Investments of insurance
subsidiaries
•  Goodwill and other intangible
assets
•  Deferred loan costs
•  Long-term debt due within one
year
•  Long-term debt
•  Common stock
•  Capital in excess of par
•  Accumulated other
comprehensive income
•  Retained deficit
•  Non-controlling interests

•  Revenues
•  Provision for doubtful
accounts
•  Salaries and benefits expense
•  Supplies expense
•  Other operating expenses
•  Electronic health record
incentive income
•  Depreciation and amortization
•  Provision for income taxes
•  Losses/gains on sales of
facilities
•  Gain on acquisition of
controlling interest in equity
•  Equity in earnings of affiliates

•  Losses on retirement of debt
•  Legal claim costs
•  Impairments of long-lived assets
•  Termination of management
agreement

NOPAT (NET OPERATING PROFIT AFTER TAX)
Net operating profit after tax is equal to operating revenues less operating expenses.
NOPAT is a more accurate look at operating efficiency for leveraged companies. HCA’s
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highest NOPAT value is from 2011‘s year end. All numbers gathered from HCA’s
financial statements are expressed in millions of dollars.

2009

2010

2011

2012

2013

Revenues

$26,776

$28,305

$29,682

$33,103

$34,182

Less:

11,958

12,484

13,440

15,089

15,646

Salaries and
benefits expense

11,958

12,484

13,440

15,089

15,646

Supplies expense

4,868

4,961

5,179

5,717

5,970

4,624

5,004

5,470

6,048

6,237

--

--

-210

-336

-216

1,425

1,421

1,465

1,679

1,753

627

658

719

888

950

15

-4

-142

-15

10

--

--

-1,522

--

--

-246

-282

-258

-36

-29

$3,505

$4,063

$5,541

$4,069

$3,861

Other operating
expenses
Electronic health
record incentive
income
Depreciation and
amortization
Provision for
income taxes
Loss (gain) on
sale of facilities
Gain on
acquisition of
controlling
interesting in
equity investment
Equity in
earnings of
affiliates
NOPAT
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ROE (RETURN ON EQUITY)
Return on equity is represented as net income divided by average stockholders’ equity.
ROE varies substantially across industries. The greatest return on equity for HCA was in
2011. HCA is in an industry that is capital-intensive with low returns on equity. This is
indicative of low levels of competition within the healthcare industry. HCA has a negative
return on equity; this low ROE needs to be interpreted in the context of debt-to-equity.

Net Income
Average
Equity
ROE

2009

2010

2011

2012

2013

$1,375

$1,573

$2,842

$2,006

$1,996

-$7,634.50

-$7,677.50

-$17,808

-$9,386

-$9,116.50

-18%

-20.49%

-15.96%

-21.37%

-21.89%

STATUTORY TAX RATES
The statutory corporate tax rate is the rate that is imposed on taxable income of
corporations, which is equal to corporate receipts less deductions for labor costs, materials,
and depreciation of capital assets. Statutory tax rates are listed as percentages in the table
below by year.

Statutory tax
rate

	
  

2009

2010

2011

2012

2013

35%

35%

35%

35%

35%

xl

NOA (NET OPERATING ASSETS)
Net operating assets are operating assets less operating liabilities. In recent years, HCA’s
highest value of net operating assets was $14,289 million in 2013.	
  

2009

2010

2011

2012

2013

Cash and cash
equivalents

$312

$411

$373

$705

$414

Accounts
receivable

3,692

3,832

4,533

4,672

5,208

Inventories

802

897

1,054

1,086

1,179

Deferred income
taxes

1,192

931

594

385

489

Other

1,692

1,851

1,320

1,594

1,213

PPE

11,427

11,532

12,834

13,185

13,169

Accounts payable

1,460

1,537

1,597

1,768

1,803

Accrued salaries

849

895

965

1,120

1,193

1,057

995

993

973

949

1,768

1,608

1,720

1,776

1,525

$12,825

$13,174

$13,848

$14,141

$14,289

Operating Assets

Less Operating
liabilities:

Professional
liability risk
Income taxes and
other accrued
liabilities
NOA
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RNOA (RETURN ON NET OPERATING ASSETS)
The return on net operating assets is equal to NOPAT divided by average NOA.

2009

2010

2011

2012

2013

NOPAT

$3,505

$4,063

$5,541

$4,069

$3,861

Average
NOA

$12,999.50

$13,511

$13,994.50

$14,215

$14,761

RNOA

26.96%

30.07%

39.59%

28.62%

26.16%

NON-OPERATING RETURN
A company’s non-operating return can be calculated as its return on equity less its return
on operating assets. HCA’s non-operating return was at its peak in 2011, though it has
remained fairly constant in the past five years. HCA’s return on operating assets is much
higher than its return on equity.
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2009

2010

2011

2012

2013

-18%

-20.49%

-15.96%

-21.37%

-21.89%

RNOA

26.96%

30.07%

39.59%

28.62%

26.16%

NONOPERATING
RETURN

-44.96%

-50.56%

-55.55%

-50.53%

-48.05%

ROE

NOPM (NET OPERATING PROFIT MARGIN)
Net operating profit margin indicates how much profit the company receives from each
dollar of sales. Gross profit, operating expenses, competition, and cost control all affect
NOPM. For each dollar of sales, HCA earns approximately 11 cents. This is well above
the average.
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2009

2010

2011

2012

2013

NOPAT

$3,505

$4,063

$5,541

$4,069

$3,861

Revenues

$26,776

$28,305

$29,682

$33,103

$34,182

NOPM

13.9%

14.35%

18.67%

12.29%

11.3%

NOAT (NET OPERATING ASSET TURNOVER)
This ratio is calculated by dividing revenues by average NOA.

Net operating asset

turnover measures the productivity of a company’s net operating assets. Higher NOAT
values are preferable, as NOAT reveals the level of sales a company realizes in association
with each dollar invested in net operating assets.

For each dollar of net operating assets,

HCA recognizes approximately $2.32 in sales. The median for all publicly traded
companies is $1.40.

	
  

2009

2010

2011

2012

2013

Revenues

$26,776

$28,305

$29,682

$33,103

$34,182

Average
NOA

$13,000

$13,511

$13,995

$14,215

$14,761

NOAT

$2.06

$2.09

$2.12

$2.33

$2.32

xliv

FLEV (FINANCIAL LEVERAGE)
FLEV is calculated by dividing average net non-operating obligations by average equity.
Negative leverage indicates a situation in which the return on the investment purchased
with borrowed money is less than the interest on the money borrowed.

The cost of

borrowing is greater than the return.

2009

2010

2011

2012

2013

Average nonoperating liabilities

$1,854

$1,789

$2,188

$2,703

$2,441

Less: Average Nonoperating assets

5,014

4,796

5,384

6,319

6,579

Average Equity

-$7,978

-$10,794

-$7.014

$8,341

-$6,928

FLEV

39.61%

27.86%

45.57%

43.36%

59.72%

NNO

RATIO LIMITATIONS
There are some limitations of information provided in HCA’s Annual Reports and SEC
documents. These limitations affect different elements of financial statement analysis.
Specifically, measurability results in non-recognition of internally developed assets since
financial statements reflect that which can be reasonably measured. An accounting
measurement is a unit of some measurable element that is used to compare and evaluate
accounting data. HCA’s leadership and history of dominance in the healthcare industry
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cannot be fully recognized within the financial statements of the corporation, limiting its
attractiveness to analysts and investors.
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IV. Accounting Quality
	
  
MACROECONOMIC TRENDS
Economists rely on indicators to determine future economic trends. Important lagging
indicators include changes in GDP, earned wages, unemployment rates, and interest rates.
Lagging indicators follow events and essentially confirm that what is actually happening
is in line with what would be assumed to be happening. An important leading indicator is
any change in stock market activity. This leading indicator signals what is to happen in
the future. The following graphs depict HCA’s relationships with nationwide indicators
in recent years.

GDP, or Gross Domestic Product, is defined as the total value of goods produced and
services provided in a country during one year. Changes in GDP are important measures
of an economy’s current condition. World Health Organization reported that healthcare as
a percentage of GDP for 2014 was greatest in the United States. Specifically, HCA’s
increases in revenues and expenses can be correlated to the United States GDP.
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An increase in employee earnings (wages or salaries) is expected in an efficient economy.
These increases are necessary in order to accommodate a higher cost of living. If employee
income declines, employers are either cutting pay rates, laying workers off, or reducing
employees’ hours. HCA’s salaries expense has increased from $11,958 million in 2009 to
$15,646 in 2013. This is indicative of hiring additional employees and/or increased salaries.
Similarly, economy- wide unemployment rates measure the number of people looking for
work as a percentage of the total labor force. Healthy economies have an unemployment
rate between three and five percent. The Bureau of Labor Statistics reports unemployment
rates in the United States ranging from 7.8-10 percent in 2009 to 6.7-8 percent in 2013.
The validity of these percentages as indicators is likely supported by HCA’s increase in
salaries expense.
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Comparing interest rates throughout a period of time can also serve as a lagging
macroeconomic indicator. Interest expense has fluctuated for HCA in recent years, from
$1,987 million in 2009 to $2,097 and $2,037 in 2010 and 2011, respectively. In 2013,
HCA reported $1,848 million of interest expense. When federal fund rates increase, banks
and other lenders have to pay higher interest rates to obtain money. Borrowers become
more reluctant to take out loans, and businesses are unwilling to expand (and consequently
take on debt). HCA acknowledges that the company is exposed to market risks related to
changes in the market values of securities and interest rate changes due to its own heavy
investments in debt and equity securities.

The stock market is a leading macroeconomic indicator, because a strong market can
suggest that the overall economy is preparing to thrive. The following graph shows HCA’s
earnings per share in relation to the Dow Jones Industrial Average. In the case of HCA,
there appears to be very little or no correlation in recent years.
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REVENUE RECOGNITION
The current standard for revenue recognition states that revenue should be recognized when
it is earned and realizable. The following ratios can monitor the manipulation of revenue
recognition.

SGI represents HCA’s Sales Growth Index. SGI is calculated by dividing current sales by
the prior year’s sales.

There are no

warning signs for auditors with HCA’s
calculations, as the index remained very
similar throughout the three monitored
years.

GMI represents HCA’s Gross

Margin Index.

HCA’s GMI was

calculated by dividing its current gross
margin by the prior year’s gross margin. 2011-2012 shows a deterioration of gross margin
for HCA. The following year shows a much lower GMI, indicating potentially deliberate
manipulation of gross margin for the year. SGAI is HCA’s Sales, General, and
Administrative Expense Index. SGAI is calculated by first dividing current SGA expense
by current sales as a numerator and then dividing that figure by the prior year’s SGA
expense divided by the prior year’s sales. 2012-2013 saw SGAI calculations greater than
1, meaning sales have increased faster than expenses.
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FORECAST COMPARISONS
Forecasts of earnings are based upon analysts' expectations of company growth and
profitability. To predict earnings, most analysts build financial models that estimate
prospective revenues and costs. As of March 2015, 23 investment analysts have predicted
that HCA will exceed forecasted earnings in 2015 according to Yahoo! Finance. 2014’s
quarterly earnings per share estimates are shown in the following table.

HCA exceeded EPS estimates in each 2014 quarter after March 15. The second quarter of
HCA’s FY 2014 saw a 48.9 percent higher earnings per share than what was originally
estimated.

MANAGING EARNINGS
Management has the capability to manage its company’s earnings, either upward or
downward. These goals can be accomplished through accounting discretion. A variety of
reasons for making such adjustments include improving the company’s financial position
for involvement with debt covenants and influencing management compensation (i.e.
bonuses).

	
  

HCA has a number of ways in which management would be able to adjust

li

earnings. HCA Management’s Discussion and Analysis from the 2013 Annual Report
states, “At December 31, 2013, there were projects under construction which had an
estimated additional cost to complete and equip over the next five years of approximately
$1.8 billion.” Construction contract estimates can be understated for more favorable
earnings.

Depreciation expense serves as another opportunity for HCA to manipulate

earnings. HCA’s equipment depreciation expenses are based on a useful life of four to 10
years.

If HCA management extended the equipment’s useful life, annual depreciation

expense would be reduced.
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V. Equity Valuation

CAPITALIZING OPERATING LEASES
Under GAAP, the capital lease method shows both the lease asset and the lease liability on
the balance sheet. The operating lease method reports neither the lease asset nor the lease
liability on the balance sheet. When the lease asset is not reported on the balance sheet,
net operating asset turnover will be higher and financial leverage will improve. Also, rent
expense reported for an operating lease is less than the depreciation and interest expense
reported for a capital lease in early years of the lease term. Net income will be higher in
the early years with operating leases. HCA has both operating and capital leases, though
the disclosure of capital lease information is limited.

Therefore, the average interest rate

for long-term debt (6.5 percent) was used to capitalize the operating leases.

Year
1
2
3
4
5
Thereafter

Operating Lease
Payment
293
241
241
153.5
153.5
153.5

Discount Factor:
.065
.93896713
.88165928
.82784909
.77732309
.72988084
2.9397192

Remaining Life=

	
  

$740/153.5=

liii

Present Value
275.11737
212.47989
199.51163
119.31909
112.03671
451.24469
1369.71159163536
4.8208469 years

ADJUSTED NOA AND NNO
HCA’s net operating assets in 2013 increased after the capitalization of the company’s
operating leases. This is a favorable increase, as it is an indication of a greater value of
operating assets and/or decreased value of operating liabilities. HCA’s increase in nonoperating income after capitalization of operating leases also proves to impact the riskiness
of investing in the company when analyzing from a financial leverage perspective.

This

serves as an example for management’s reasoning behind structuring lease contracts as
operating rather than capital leases.

ADJUSTED NOPAT
NOPAT before capitalizing operating leases was $3,861. The increase after capitalization
is favorable, as these figures indicate a level of operating efficiency for leveraged
companies such as HCA.
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ADJUSTED NON-OPERATING EXPENSE

ADJUSTED NOAT
NOAT was higher before capitalization, at $2.32.

Higher NOAT is preferable since it is

indicative of HCA’s level of sales realized with each dollar invested in net operating assets.
The change in NOAT for HCA in 2013 is the result of an increase in NOA from the addition
of the present value of operating lease payments upon capitalization.
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ADJUSTED RNOA

ADJUSTED NOPM
Net operating profit margin was 11.3 percent before capitalizing operating leases, so there
was no notable increase after capitalization. The adjustment to NOPM was based upon the
adjustment to NOPAT, the deduction of the operating lease payment from operating
expenses and inclusion of depreciation from leased asset ($1,370/5+5 years) in operating
expenses.

ADJUSTED FLEV
FLEV was 59.72 percent prior to capitalization. HCA has greater financial leverage prior
to capitalization. However, FLEV<1 indicates that HCA is financed conservatively before
and after capitalization of operating leases. Positive FLEV calculations verify that the cost
of borrowing is not greater than the return.
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WEIGHTED AVERAGE COST OF CAPITAL
Computing cost of equity:
r(e) = r(f) + β[r(m) – r(f)] Risk-free Rate: 2.5%
Beta: 1.18
Equity spread: 6% Cost of Equity: 9.58%

Computing cost of debt:
The average interest rate for HCA’s long-term debt in 2013 was 6.5 percent.

6.5 percent

multiplied by (1-.065) is 6.078 percent.

Equity Weight
Equity weight is calculated as stockholders’ equity divided by the sum of stockholders’
equity and total debt. For HCA, equity weight can be calculated as follows:
($6,928) / [($6,928) + $35,759] = .2402969

Debt Weight
Debt weight is calculated as (1-equity weight) or (1-0.2402969). HCA’s debt weight is
75.97 percent.
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Weighted Average Cost of Capital (WACC) is the weighted average of the cost of equity
capital and cost of debt capital. For HCA, WACC = [24.03% * r(e)] + [75.97% * r(d)].
WACC is the sum of 2.3 percent and 4.62 percent, or 6.92 percent.

DISCOUNTED CASH FLOW MODEL
The DCF model for stock valuation is popular and widely accepted. This model is best
used when a company reports positive FCFF. In 2013, HCA reported a positive FCFF at
$3,680 million less $2,346 million, or $1,334 million. The sales growth rates used for this
valuation model, ranging from 3.54 percent to 12.42 percent, were collected online as
forecasted rates from NASDAQ analysts.
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ROPI VALUATION MODEL

	
  

	
  
	
  
The Residual Operating Income (ROPI) valuation model can be computed by subtracting

(rw * NOA) from NOPAT, where rw is WACC, NOA is net operating assets, and NOPAT
is net operating profit after tax. When forecasting NOA for years 2014-2017, the new
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forecasted sales are used with constant operating expenses. The recalculated NOPM rate
and NOAT were held constant for the forecasted years. Forecasted NOPAT was calculated
as sales multiplied by the estimated growth rate and then multiplied by the 11.98 percent
net operating profit margin.

While the DCF model ensures that cash flows are unaffected by accrual accounting and
worked well for HCA with the company’s FCFF growth, the ROPI valuation model focuses
on profit margins and asset turnovers which reduce the weight that is placed on the terminal
period value. The valuation was higher using the ROPI valuation model.

I would

recommend that a potential investor take advantage of the opportunity to invest in HCA
stocks.

HCA has experienced growth in past years with even higher growth rates

approaching in the near future. The value of this company is greater than that its current
stock prices may initially suggest.
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VI. Audit and Tax Recommendations
MANAGEMENT’S ASSERTIONS
Management’s assertions relate to existence or occurrence, completeness, rights and
obligations, valuation or allocation, and presentation and disclosure.

Management is

responsible for acknowledging the existence of assets and liabilities at the balance sheet
date. Management also verifies that all reflected transactions occurred during the given
period. It is important that management testifies that no transaction or account has been
overlooked.

This ensures that nothing is understated in the financial statements. Assets

and liabilities serve as representation of the rights and obligations of HCA. HCA
management must determine the company’s responsibilities (and the value of
rights/obligations), especially in regard to the rational allocation of costs over a period of
time. Presentation and disclosure refers to proper classification of all transactions and
balances, as well as necessary footnotes and notations. The following table describes the
potential effects of management’s assertions on HCA’s balance sheet accounts.
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Account

Assertion

Cash and Cash
Equivalents
Existence or Occurrence

Completeness

Rights and Obligations

Valuation or Allocation
Presentation and Disclosure

Accounts
Receivable

Existence or Occurrence

Completeness

Rights and Obligations

Valuation or Allocation

Presentation and Disclosure

Inventories
Existence or Occurrence

Completeness
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Details
Cash transactions are a large part
of determining corporate success.
All individual transactions must
be properly recorded in order to
reflect accurate balances on the
balance sheet.
Cash amounts should be verified
through following the account’s
transactions.
Ownership of cash is a
representation of a company’s
liquidity. Management’s properly
recorded cash balances serve as
means for determining a company’s
entire worth
Cash should only be valued as it is
deemed through physical counts.
The cash is measured in US dollars.
Cash must be disclosed in the
balance sheet. The presentation
must be easily read and interpreted

Accounts receivable need to be
recognized in order to reflect
accurate amounts due from
consumers.
Management must monitor
accounts receivable to
acknowledge any increases in
assets, even though there may
not be an exchange of cash.
A/R is a fairly straightforward
example of HCA’s right to cash
in the future based on past
transactions.
Accounts receivable should be
properly valued at the amount of
the coordinating sales.
Accounts receivable are
presented as a current asset on
the balance sheet.
Inventory, too, requires physical
counts in order to accurately
recognize existence. A comparison
of balances justifies the occurrence
of recorded transactions.
Inventories could be understated if
full counts of inventory were not
performed or if transactions were
not properly recorded.

Rights and Obligations

Companies have clear ownership of
recorded inventories, allowing HCA
to dispose, control, or sell its
inventories.

Valuation or Allocation

Inventory must be recorded
mathematically correct, accounting
for obsolete goods, items that are
difficult to sell, and applying a
specific generally accepted cost.

Presentation and Disclosure

Plant, Property,
Equipment

Existence or Occurrence

Completeness

Rights and Obligations

Valuation or Allocation

Presentation and Disclosure

Accounts
Payable

Existence or Occurrence

Completeness
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The valuation method, changes in
valuation method, and any pledges
in inventory should be disclosed
properly.
Verifying existence requires a
physical count of long-term
assets. Determining the value
may vary due to estimates
Completeness when referencing
PPE could relate to fully recording
the assets and not overstating
depreciation to manipulate earnings.
Leases can affect the rights or
ownership of plant, property, and
equipment. Obligations could refer
to recognition of depreciation
expense.
Depreciation can be allocated
depending on an estimation of
useful life. In turn, this affects
HCA’s overall value of depreciated
PPE.
The presentation of equipment and
the method for depreciation the
asset may also require notations or
footnotes. Depreciation can be
allocated depending on an
estimation of useful life. In turn,
this affects HCA’s overall value of
depreciated PPE. The method for
depreciation may be disclosed in
the footnotes.
It is important to acknowledge the
existence of money owed by HCA
to its Creditors.
Completeness in regards to any
liability means that the company is
not overstating its financial
wellbeing. Incomplete record of
accounts payable would most likely
mean that assets were increased
with no negative effect on the
balance sheet.

Rights and Obligations

Valuation or Allocation

Presentation and Disclosure

Accrued Salaries
Existence or Occurrence

Completeness

Rights and Obligations

Valuation or Allocation
Presentation and Disclosure

Long Term Debt
Existence or Occurrence

Completeness

Rights and Obligations

Valuation or Allocation

Presentation and Disclosure
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Obligations to pay amounts in the
future due to past transactions are
reflected in the accounts payable
account balance of the balance
sheet.
Accounts payable can be adequately
valued through following the trail of
journal entries.
Accounts payable are presented in
the liabilities section of the balance
sheet. Outstanding checks totaling
$461 million and $437 million at
December 31, 2013 and 2012,
respectively, have been included in
“accounts payable” in the
consolidated balance sheets.
Accrued salaries represent the
amount of pay worked but not paid.
Existence can be verified through
comparing financial statements with
company records.
The accrued salaries must not be
understated. The obligation must be
completely reflected.
Obligations to pay salary amounts
in the future due to past transactions
are reflected in the accrued salaries
account balance of the balance
sheet.
Accrued salaries are valued through
a process of considering employees
and their hours worked and salaries.
HCA presents accrued salaries in
the liabilities section of the balance
sheet.
Long-term debt is that which can be
classified as financing or leasing
obligations that are to come due in a
greater than 12-month period. The
existence of this debt would entail
financial statement record.
The long-term must be valued
accurately and, therefore, must not
be understated.
Obligations to pay amounts in the
future due to past transactions are
reflected in the long-term debt
account balance of the balance sheet
The long-term must be valued
accurately and, therefore, must not
be understated.
Some management discussion and
analysis regarding long term debt
can be found in the results of
operations. The long-term debt

Income Taxes

Existence or Occurrence
Completeness

Rights and Obligations

Valuation or Allocation
Presentation and Disclosure

balance can be found in the
liabilities section of the balance
sheet.
Income taxes payable is comprised
of taxes that must be paid to the
government within one year.
The income taxes payable must not
be understated in order to fully
determine the obligation.
HCA would, generally, be putting
off paying the obligation, though it
has been received by means of a tax
bill.
The income taxes payable must be
calculated according to the
prevailing tax law in HCA’s home
country, the United States.
HCA’s taxes are presented in terms
of United States law.

AUDIT RISKS
HCA’s audits enhance investor confidence and verify accuracy of financial reporting.
Audit risks are the risks associated with the assessment of financial statements. Two areas
of audit risk for HCA are fair value measurements and accounting for Medicaid payments.
HCA is exposed to risks related to changes in the fair market values of securities. In 2013,
HCA’s debt and equity securities investments were valued at $506 million. Received
Medicaid payments are significantly less than the gross charges for related services.
Uninsured patients are also given discounts should they not qualify for Medicaid. Since
these areas, Medicaid and fair market valuations, are both economically significant to
HCA, misstatements would prove to be material.

In order to test the potential of fraudulent activities, HCA auditors can perform industry
comparisons and test current values in relation to that of prior years. A basic internal control
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that could be heavily implemented if it has not been already is limiting management’s
access to assets and records. This can be enforced through leaving ledgers and journals
within the accounting department. That being said, a separation of duties is another strong
way to limit management’s ability to fraudulently manipulate financial statements. HCA’s
specific internal controls to prevent fraud should serve as encouragement to external
auditors. The established Medicaid discounts are similar to those provided to many local
managed care plans. The discount is also only applied if an uninsured patient does not
qualify for federal or state assistance. These measures consequently leave little room for
interpretation of collection amounts due from individuals apart from the government.

CORPORATE TAX RATES AND TAX CREDITS
HCA’s primary business is conducted in the United States. The corporate tax rate in the
United States was 39.1 percent in 2014. Although HCA’s presence in England is much
smaller, England’s corporate tax rate is 20 percent. England’s corporate tax rate is
obviously much lower than that of the United States, though it leaves little impact on
HCA’s overall operations. The United States has the highest tax rate among developed
countries. Especially burdensome to U.S. companies is taxation on profits made in the
U.S. and abroad, according to CNN Money.

HCA customers are subject to the recently-developed Premium Tax Credit. According to
the IRS, purchasing health insurance coverage through the Health Insurance Marketplace
can lead to eligibility for the Premium Tax Credit (related to the Affordable Care Act).
Moderate income homes benefit from more affordable health insurance coverage.
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Form

8962, Premium Tax Credit, must be completed when filling a federal income tax return.
Making healthcare more affordable to HCA “consumers” is beneficial to the company’s
operations.

TAX RECOMMENDATION FOR MANAGEMENT
A mid-2014 Forbes article calls the United States healthcare industry’s failures to the
attention of its reader, relative to that of other countries, in analyzing quality, access,
efficiency, and the overall health of citizens. The United Kingdom is ranked first as best
“overall healthcare,” with Switzerland in second place. HCA should consider expanding
beyond its six hospitals in England, even if just for lower tax rates. In recent years, HCA
as a whole recorded taxes payable of $1,600 million to $1,700 million. Given the little
relevance of HCA’s foreign operations, it is difficult to restructure employee salary
expenses or administrative charges to more favorable tax rates without expansion in foreign
countries. Currently, HCA recognizes interest rate swap agreements and foreign exchange
contracts on the balance sheet at fair value.

BALANCED SCORECARD AND RECOMMENDATIONS
A Harvard University accounting professor, Robert Kaplan, and a consultant, David
Norton, developed the concept of a balanced scorecard for the purposes of focusing on all
aspects of corporate performance. The balanced scorecard measures qualitative and
quantitative variables within a company, thus making the analysis “balanced.” A balanced
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scorecard should translate an organization’s strategy into a set of performance measures
and thus serves as a technical framework for implementation of the corporate mission
statement. The four interacting categories of the balanced scorecard are measurements
relating to innovation and learning, internal affairs, customers, and finances.
following tables provide such a system of measurement for HCA.
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The
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The balanced scorecard indicates a number of areas for HCA to improve operations,
focusing on all aspects of the business. Three recommendations of particular interest are
the possibilities of hiring more full-time employees at facilities with untapped potential,
utilizing inpatient facilities more efficiently, and updating technology in order to compete
with not-for-profit health care providers. As is the case with other small medical care
facilities, HCA hires physicians without recruiting them as full-time employees. I
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recommend that HCA consider increasing its annual salaries and wage expense in order to
obtain the necessary physicians to attract and retain customers while providing the best
services.

An increased client base will inevitably lead to increased revenues.

Also,

increased wages and benefits are necessary in order to adequately retain professionals. In
HCA’s mission to further increase customer satisfaction, it is appropriate to review the
average number of days for a patient stay.

The past five years have seen a fluctuation between 4.7 and 4.8 days. Community Health
Systems, a competitor, averages 4.4 days. Another measure of customer satisfaction is
reviewing the percentage of capacity that is reached, on average, at any given time. HCA
occupancy was 55 percent in 2014, an improvement from 54 percent and 53 percent
occupancy in 2013 and 2011, respectively. Finally, HCA can be more competitive through
utilization of technological updates. This is a tough spot for HCA competitively, because
many any not-for-profit entities have an advantage in that they may be supported by
endowments or charitable contributions.

Not-for-profits are also exempt from sales,

property, and income taxes. Non-profits, therefore, are more likely to be able to fund
capital expenditures.

My personal observations from researching Hospital Corporation of America have
provided me with a better understanding of Securities and Exchange Commission filings,
business operations, and the healthcare industry. With this gathered knowledge, I believe
the aforementioned recommendations would be of benefit to HCA management and its
operations.
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changes in legislation and

the company’s strategic planning. It has been an honor to

research the healthcare industry, analyze the company’s financial statements, and provide
abbreviated audit and tax recommendations to the company’s management. I look forward
to following HCA’s future endeavors and successes.
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